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distribution is made, and (2) are made out of earnings and
profits accumulated before such date.’ Thus, a distribution
to such shareholders out of earnings and profits accumulated
by the corporation before the first taxable year to which
corporate integration applies would be a dividend, taxable
as ordinary income, unless the distribution would qualify
for different treatment under current law. For example, a
distribution received pursuant to a redemption of stock that
is not essentially equivalent to a dividend under current
law would be treated as a distribution in part or full
payment in exchange for the stock. On the other hand, an
attempt to bail out the pre-effective date earnings and
profits by means of a partial redemption of stock that would
be treated as a dividend distribuiton under current law
would continue to be so treated. The provisions of current
law relating to electing small business (subchapter S)
corporations would be helpful as a model in drafting this
particular transition proposal. For purposes of determining
how much of a distribution that is treated as a sale or
exchange under current law would qualify for special capital
gains treatment, the shareholder would have to take into
account the transition rules with respect to repeal of the

capital gains provisions.
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In general, distributions with respect to sfock acquired
in a taxable transaction after the effective date would be
subject to the new rules, and would reduce basis and not
constitute income (unless such distributions exceeded the
shareholder's basis). However, in those cases where the
transferee acquired the stock after the effective date
without recognition of gain by the transferor, current law
will continue to apply to distributions from pre-éffective
date accumulated earnings and profits.

Distributions after the effective date would be deemed
to be made first from the shareholder's distributable share
of the corporation's post-effective date income and then
from pre-effective date earnings and profits. Distribufions
in excess of these amounts would be applied against and
reduce the shareholder's basis in his stock. Amounts in
excess of the shareholder's basis generally would bé considered
income.

In order to avoid indefinite retention of such a dual
system of taxation, the special treatment of pre-effective
date e;rnings and profits would cease after a specified
number of years following the effective date of integration.
Distributions received after such date, regardless of
source, first would be applied against basis and would be

income to the shareholder to the extent they exceed basis.
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Pre-integration accumulated earnings and profits remaining
after this date may not escape taxation completely at the
shareholder level, since such earnings may be reflected in
the gain recognized on a subsequent taxable transfer of the
stock, (such as a sale or a transfer by gift or at death),

or may be taxed as a distribution in excess of basis. Before
fixing the cut-off date for this provision an effort should
be made to determine quantitatively the extent of the benefit
to the shareholders of the deferral of such taxation.

An alternative proposal was considered in an attempt to
preserve the ordinary income chHaracter of distributions from
pre-effective date earnings. This proposal would treat a
shareholder as receiving a "deemed dividend" (spread ratably
over a l0-year or longer period) in an amount equal to the
lesser of the excess of the fair market value of the share
of stock as of the effective date over its adjusted basis,
or the share's pro-rata portion of undistributed earnings
and profits as of such date. This proposal was rejected
because of its complexity and because of the likelihood of
substantial liquidity problems for certain shareholders.

Carryovers and Carrybacks

The carryover or carryback of items of income, deduction,
and credit between taxable years to which the corporate

income tax applies, and taxable years to which it does not,
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must be considered for purposes of the transition rules. To
the extent practicable, an attempt should be made to treat
such items in a manner that reflects the impact of the
corporate income tax as in effect when such items are earned
or incurred. In following this approach, however, no
attempt should be made to depart from the general rules
requiring that an item of income or loss be recognized
before it is taken into account in computing gross income.
Accordingly, unrecognized appreciation or decline iﬁrvalue
of corporate assets (or stock of the corporation) attrib-
utable to the pre-effeétive date period should not be
"triggered" or recognized solely by reason of the shift to
full integration.

In general, certain deductions and credits may carry-
back to a preceding taxable year or carryover to a subse-
quent taxable year because of a limitation on the amount of
such deduction or credit that the taxpayer may claim for the
taxable year in which the deduction is incurred or the
credit earned. Thus, for example, a net operating loss
carryback or carryover arises because the taxpayer's de-
ductions exceed his gross income. Capital loss deductions
are limited to capital gains, deductions for charitable
contributions are limited to a certain percentage of income,
and the investment tax credit is limited to a percentage of

the tax due. Also, the recapture as ordinary income, after
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the effective date, of deductions allowed and other amounts
of income upon which tax has previously been deferred in
pre-effective date years, has the effect of shifting that
income to post-effective date years.

If income sheltered by a deduction (or income that
would have been sheltered had the deduction been utilized in
an earlier year) had been distributed as a taxable dividend,
the net after~tax effect on the shareholder of the deferral
or acceleration of a deduction will vary, depending on his
marginal tax bracket. 1In general, if the shareholder is in
a lowgr bracket, he may realize more total after-tax income
if the deduction is utilized at the corporate level in a
pre-effective date year to which the corporate tax applies
and the tax savings at the corporate level is distributed as
a dividend; if the taxpayer is in a higher bracket he may
realize more total after-tax income if the deduction is
utilized in computing his distributable share of taxable
ircome after integration. In order to best approximate the
‘net result that would occur if such items could be used in
the year incurred or earned, unused deductions and credits
incurred or earned in pre-effective date years should be
given an unlimited carxyback to earlier years of the
corporation. In order to avoid windfalls from receiving
refunds earlier than under current law, interest could be

charged on the refund.
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Deductions that could not be absorbed in pre-effective
date years would be allowed to be carried in full to post-
effective.date years, subject to current limits on the
number of succeeding taxable years to which the item may be
carried. 1In general, however, deductions carried over from
a pre-effective date year should not flow through to the
shareholders, either directly or indirectly, for use in
offsetting the shareholder's income from»other sources, but
should be available only as deductions at the corporate
level in order to determine the shareholder's pro-rata share
of corporate income. This will avoid retroactive integration
with respect to such deductions, since the deduction would
not flow through when incurred, and will also avoid possible
abuses by means of trafficking in loss corporations. Ordinary
income upon which tax was deferred in pre-effective years
should continue to be subject to recapture as ordinary
income.

Generally, the carryover to a post-integration year of
a tax credit earned in a pre-effective date taxable year
will result in a windfall for the shareholder. If the
credit had been used to offset corporate income tax in the
year in which it was earned, the amount representing the tax
at the corporate level offset by the credit would have been

taxable to the shareholder, either when distributed as a

-
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dividend or when realized by means of sale of the stock.
Accordingly, a rule should be devised by which the tax
benefit of a credit carryover approxiamtes the benefit that
would result if the amount of the credit first offset a
hypothetical corporate tax and then was distributed to the
shareholder as a taxable dividend (or, perhaps, realized as
capital gain).

In general, no losses incurred or available credits
earned in post-effective date years will carry back to pre-
effective date years, since such items will flow through to
the shareholders after the effective date of integration.

Under present law, certain taxpayers, such as regulated
investment companies, real estate investment trusts, and
personal holding companies, receive a dividends-paid de-
duction for a taxable year even though the distribution is
actually made in a subsequent year. Such distributions in
post-effective date years should be allowed to relate back
to the extent provided by current law, for the purpose of
determining the corporate tax liability for the appropriate
pre-effective date year. The distribution would be con-
sidered to be out of pre-effective date earnings and profits
(whether or not it exceeds the amount in such account) and

taxable to the shareholders as a dividend from that source.
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Rules will have to be provided to insure that, if an
investment tax credit earned by a corporation in a pre-
effective date taxable year is subject to recapture because
of an early disposition of the property, the credit also is
recaptured, either from the corporation or the shareholders.
This could be accomplished at the corporate level by im-
posing an excise tax on the transfer or other recapture
event in an amount equal to the appropriate income tax
recapture.

Flow-Through of Corporate Capital Gains

During the phase-out period for capital gains, the net
capital gain or net capital loss for taxable years after the
effective date of corporate integration should be computed
af the corporate level with respect to sales or exchanges of
capital assets or section 1231 property by the corporation.
The character of such net capital gain or net capital loss
should be flowed through to the shareholders.

Flow-Through of Tax-Exempt Interest

If the character of capital gains is to flow through to
shareholders, consistency would require that thercharacter
of any remaining tax-exempt interest received or accrued by
a corporation after the effective date of corporate inte-
gration from any State or municipal bonds that are grand-

fathered should also flow through as tax-exempt interest to
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the shareholders. (Since corporate distributions will be
tax-free, the tax-free character of the interest would be
preserved by not reducing the shareholder's basis by the
amount of the distribution aﬁtributable to such interest.)
Generally, under present law, State and municipal bond
interest is received tax-free by the corporation but is
taxable as a dividend when distributed to shareholders. The
1976 Tax Reform Act, however, provides that, in certain
cases, the character of tax-exempt interest distributed by a
regulated investment company flows through as tax-exempt
interest to its shareholders. v In the event that it is
determined that the tax—-exempt character of State and
municipal bond interest received by all corporations should
not flow-through to shareholders (i.e., that distributions
of such amounts should reduce basis), an exception should be
made for regulated investment companies that have relied on
the flow-through provisions of the 1976 Tax Reform Act.

Unigue Corporate Taxpavers

The provisions of the tax code relating to taxation of
insurance companies and other unique corporate taxpayers
will have to be examined to determine what adjustments, if

any, are required to take into account the effect of corporate

integration on the special rules applying to such taxpayers.
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The determination of appropriate transitional rules will
depend on the nature of any changes made to the basic
provisions.

Business and Investment Income, Both Individual and Corporate

In general, the repeal of code provisions that provide
an incéntive for certain business-related expenditures or
investments in specific assets should be structured to
minimize the.losses to persons who made such expenditures or
investments prior to the effective date of the new law. The
principal technique to effectuate this policy would be to
grandfather actions taken under current law. For example,
any repeal of a tax credit (such as the investment tax
credit) and any requirement that an‘expenditure that is
currently deductible (such as soil and water conservation
expenditures) must be capitalized should be prospective
only. 8/ Subject to the rules prescribed above for cor-
porations, unused tax credits earned in pre-effective date
years should be available as a carryover to taxable years
after the effective date to the extent allowed under current
law. The repeal of special provisions allowing accelerated
amortization or depreciation of certain assets generally
should apply only with respect to expenditures made or

assets placed in service after a specific cutoff date. The

revision of the general depreciation and depletion rules
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should apply to property placed in service, or expenditure
made, after an effective date. Thus, for example, buildings
would continue to be depreciable in the manner prescribed by
current law only in the hands of their current owners. A
taxpayer who acquires a building and places it in service
after the effective date would be subject to the new rules.
Although this could result in capital losses for the current
owners, the grandfathering of the asset itself could,
particularly in the case 6f buildings, delay the effect of
the new rules for an unacceptable period.

The deduction for local property taxes on personal
residences should be phased out, by allowing deduction of a
percentage of such taxes which declines over a period of
years.

The exclusion from gross income of interest on State
and municipal bonds and certain earnings on life insurance
policies should continue to apply to suﬁh interest and
earnings on bonds and insurance policies that are outstanding
as of the effective date.

If the adoption of the accretion income tax system.
results in the repeal of certain provisions of current law
that allow the non-recognition of gain (or loss) on sales or
exchanges of particular assets, such repeal should be

effective immediately, with no grandfather clause. It is
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unlikely that the original decision to invest in such assets
depended on an opportunity to make a subsequent tax-free
change in investment. An exception may be appropriate,
however, with respect to a repeal of the provision that
excludes from gross income the value of a building constructed
by a lessee that becomes the property of the lessor upon a
termination of the lease. A grandfather clause should apply
current law to the termination of a lease entered into

before the effective date.

The p;oposal will allow an adjustment to the basis of
an asset to prevent the taxation of "gain" wHich is at-
tributable to inflation, and does not reflect an increase in
real value of the asset sola by the taxpayer. The inflation
adjustment should be applied witﬁ respect to inflation
occurring in taxable years after the effective date. Making
such an adjustment retroactive would result in a substantial
windfall for taxpayers.

Other Individual Income

Under an accretion income tax system, several kinds of
compensation and other items previously excluded would be
included in gross income, and deductions for a number of
expénditures that can be considered personal in nature would
be disallowed.

Employee Compensation -

Such items as earnings on pension plan reserves al-

locable to the employee, certain health and life insurance
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premiums paid by the employer, certain disability benefits,
unemployment benefits, and subsidized compensation would be
included in gross income.

It may be presumed that-existing employment contracts
were negotiated on the basis that such items (other than
unemployment compensation) would be excluded from the employee's
gross income, particularly in those cases where the ex-
élusion reflects a policy of encouraging that particular
type of compensation. The inclusion of such items in income
in the absence of special transitional rules could create
cash flow problems or other hardships for employees under
such contrécts. For example, a worker who is required to
include in .income the amount of his employer's health
insurance plan contribution may have to pay the tax on this
amount from what was previously "take home"” pay if he cannot
renegotiate his contract.

This problem can best be solved by an effective date
provision that would apply the new rules to compensation
paid in taxable years beginning after the effective date of
the basic tax reform program. However, the tax-free status
of items paid pursﬁant to binding employment contracts in
effeét on the date of enactment would continue for the life
of the contract or a specified period, such as three years,

whichever is less. The length of this period should reflect



the general length of industry-wide contracts. Special
rules for military personnel could be devised to grandfather
servicemen through their current enlistment or term of
service. Earnings of a qualified pension plan allocable to
the employee that are attributable to periods before the
effective date would not be included in the gross income of
the employee until such time as they would be included under
present law (i.e., generally, upon distribution to the
employee). Earnings attributable to periods after the
effective date (as extended with respect to binding contracts)
would be included in gross income when paid or accrued. As
under present law, payments from the pension pian made to an
employee after the effective date will be allocated between
the employee's tax-paid basis in the plan, which will be
returned to him tax-free, and amounts not previously taxed,
which will be included in gfoss income.

Generally, unemployment compensation that will be
included in gross income under the proposal will not rep-
resent a return of a tax-paid basis to the recipient, since
the fpremiums", or employer contributions, with respect to
such compensation were not included in his gross income.
Thus, it would not be inequitable to include the full amount
of such compensation in gross income after the general

effective date.



Nonbusiness Expenditures

Under an accretion income tax system, certain non-
business expenditures such és small casualty losses, medical
and dental expenses, and political contributions will cease
being deductible. Generally, the repeal of the deduct-
ibility of these expenses can be effective immediately. If
the deduction for alimony is repealed pursuant to the
enactment of an accretion tax, alimony payable under court
decrees or agreements currently in effect could be grand-
fathered. 1If the medical expense deduction is to be replaced
by a catastrophic insurance program, repeal of the deduction
should coincide with the effective date of the program.

Other Items Previously Excluded

The inclusion in gross income of social security retire-
ment benefits (OASI payments) presents significant transition
problems, éince such payments will represent to some extent
a return of previous after-tax contributions by persons
currently (or formerly) employed, and will also effectively
reduce the anticipated retirement income of many persons.
Persons currently receiving benefits (and possibly persons
with only a specified number of years remaining before
eligibility) should be grandfathered, i.e., the receipt of
their benefits should continue to be tax free. Such persons

would very likely be unable to make alternative arrangements
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to supplement their retirement income in order to maintain
their anticipated level of disposable income. For other
persons who retire in the future, a statutory formula will
have to be devised to allocate benefits between after-tax
employee contributions, which would be returned tax free,
and employer and post-effective date employee contributions,
which portion would be taxable.

The inclusion in gross income of scholarships, fellow-
ships and means tested cash and in-kind government grants,
does not appear to present any transitional problems, since,
generally; the amounts of these items were not bargained for
by the recipient, and do not represent a return of a tax
paid basis.

Treatment of Gifts and Transfers at Death as Recognition Events

Under the proposal, gifts and transfers at death will
be treated as recognition events. Thus, in general, the
excess of the fair market value of the asset transferred
over its adjusted basis in the hands of the donor or decedent
will be included in the gross income of the donorvor decedent.
There appear to be no transition problems if this rule is

made to apply only to transfers after an effective date.



5. Transition to a Cash Flow Tax System

Introduction

This section presents a proposal for transition from
the current system to a cash flow expenditure tax of the
type discussed in Chapter 4. The problems involved in a
transition to a cash flow tax would be considerable, and all
of the alternative methods considered have major short-
comings. Presentation of this proposal includes discussion
of administrative difficulties and some possible distributive
inequities, and an explanation of why certain alternative
plans were rejected.

In summary, the proposed transition scheme would
maintain both an income tax and a cash flow tax for 10 years
before total conversion to the cash‘flow tax. During the
transition period, individuals would compute their tax
liability under both systems and would be required to pay
ﬁhe higher of the two taxes. The corporat e income tax
would be retained for the interim and would be discontinued
immediately after the effective date. Unrealized capital
gains earned prior to full adoption of the cash flow tax
would be "flushed" out of the system through a recognition
date at the end of the l0-year period when they would be
taxed at the current capital gains rates. Payment of taxes
on past capital gains coﬁid be deferred with a low interest

charge to prevent forced liquidation of small business.
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The transition program outlined here would not fully
realize the goals of transition presented below. It would,
however, mitigate the redistribution of wealth that would
result from immediate adoption of a cash flow tax and would
simplify the tax system by eliminating, within a reasonable
period of time, the need to keep the personal and business
income tax records currently required.

Goals of Transition

The main objectives of a program of transition to a
cash flow tax ére: (1) prevention of immediate or long-term
redistribution of economic welfare and (2) simplicity and
administrative ease. Although some changes in consumption
opportunities would be inevitable in a tax change as major
as the one proposed, the proper transition prdgram should be
able to minimize large redistributions among taxpayers in
ability to consume immediately and in the future. 1In parti-
cular, this program should prevent heavy additional tax
liabilities (in present value terms) for any clearly identi-
fiable group of‘taxpayers. For purposes of simplicity,
transition rules should eliminate the present income tax
system and its recordkeeping requirements as soon as pos-
sible and, if possible, avoid measuring current accumulated
wealth and and annual changes in individuals' fotal wealth

positions in the transitien period, as well as afterwards.



Under a fully operative cash flow tax system, the principal
records for tax purposes consist only of cash flow trans-
actions for business activities, net deposit and withdrawal
in each qualified account plus the usual wage and salary
data.

Distribution Issues

Two distribution issues are important in a transition
to the cash flow tax: (1) treatment éf untaxed income before
the effective date, and (2) changes in the distribution of
after—tax'consumption.

Equitable treatment of income untaxed before the
effective date would require that an individual who had
unrealiéed capital gains at the time of the adoption of the
new system be treated in the same way as the individual who
realized the capital gain before the effective date. The
practical problems involved in realizing this goal influence
the specifics of the transition proposal discussed below.

The treatment of past accumulated income that has been
taxed poses a more difficult problem of equity. Because a
cash flow‘tax is equivalent to exempting income from capital
from tax, a higher tax rate on income from labor would be
required under a cash flow tax system in order to maintain
the same tax revenue. Thus, £he short-term effect of a cash

flow tax would be a higher after-tax rate of return from
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ownership of monetary or physical assets and a lower after-
tax wage rate. The exact distributive consequences of this
change would depend upon how past accumulated wealth is
allowed to enter the system.

There are two alternative ways, both consistent with
the logic of a cash flow tax, to allow past accumulated
wealth to enter the system. The most generous to owners of
capital is to define existing wealth as tax prepaid assets
under the new system. All future returns from such assets,
as well as return of principal, would not be reported as
income or subject to tax. The second way is to define
existing wealth as current, untaxed income. In this case,
the return of principal would be taxed; but the present
value of tax‘liability would not increase as assets earn
accrued interest. The tax liability, although increasing in
nominal value with future earnings, would be deferred until
the gains were realized.

Table 6-1 illustrates the tax treatment, under an
income tax and under thg two alternative methods of transition
to a cash flow tak, of consumption out of $100 of past
accumulated assets for different times at which wealth is
withdrawn for consumption. Time 1 represents potential
consumption in the first year after the effective date.

Time 2 represents potential consumption at a time in the
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future when the asset has doubled in value if untaxed. Time
3 represents potential consumption at a time in the future

when the asset has quadrupled in value if untaxed. A tax

‘rate of 50 percent is assumed.

Table 6-1

Potential Consumption Out of Accumulated
Wealth Under Different Tax Rules

Initial Wealth = $100
Assets Double in Value Between Each Pair of Time
Periods if Untaxed

Income Tax Cash Flow Tax; Cash Flow Tax;
Asset Prepaid Asset in Initial
Income
Time 1 $100 ‘ $100 $50
Time 2  $150 5200 $100
Time 3 $200 _ $400 $200

Under an income tax, the asset could be withdrawn and
consumed tax free, but future accumulation would be taxed.g/
Under the cash flow tax, with the asset defined as tax prepaid,
the asset would be allowed to accumulate tax free and could
also be withdrawn and consumed tax free. Under the cash
flow tax, with the asset value initially included in the tax
base, consumption from the asset would‘be taxed upon withdrawal,
but the rate of accumulation of the asset would not be

affected by the tax.
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A transition to a cash flow tax with assets initially
defined as prepaid would increase the welfare of owners of
capital assets. The after-tax consumption of these taxpayers
would increase under the new system unless they consumed
all of their wealth within the first year after the effective
date, in which case consumption would be unchanged. If
assets were initially included in the tax base, however, the
after-tax consumption of owners of capit%l assets would
decrease if they chose to consume a large portion of their
wealth in the early years after the effective date. Inclusion
of assets in the base would increase after-tax consumption
relative to an income tax for owners of capital assets who
deferred consumption out of accumul;ted wealth for a long
period.'lg/' |

As Table 6-1 illustrates, initial definition of assets
as prepaid or included in the base would make a big difference
in tax liability.

Inclusion of accumulated assets in the tax base seems
very unfair to older persons who are about to consume out of
accumulated wealth during the retirement period. On the
other hand, prepaid designation would greatly benefit all
owners of monetary and physical assets by redistributing

after-tax dollars from labor to capital. Although returns
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from capitalvwould be nontaxable under a fully operational
cash flow tax, past accumulation of capital occurred under a
different tax system, where individuals did not anticipate a
sharp rise in the after-tax return to capital. Thus, tax
prepaid treatment of capital assets may be viewed as
inequitable.

The distribution problem caused by defining existing
captital assets as prepaid would be reduced over time. The
incentive to savings under a cash flow tax should raise the
rate of capital formation, increasing the amount of invest-
ment and eventually lowering before-tax returns to capital
and raising before-tax wages. However, in the first few
years after transition, higher tax rates on labor income
would not be matched by a corresponding increase in before-
tax wages.

For certain types of capital assets, the appropriate
rule for transition definition is clear. Investmeﬁts in
owner-occupied houses and other consumer durables are
treated very similarly to prepaid investments under the
current system, and they should be defined as prepaid assets
for purposes of transition to a cash flow tax. The accrued
value of employer funded pension plans should be treated in
the same manner as qualified accounts becuase the contribu-
tions were exempt from tax under the old system and the

receipts were fully taxable.
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Designation of past accumulated assets as prepaid
assets would be the easier transition to administer. There
would be no need to measure existing wealth, and the only
change to the present system would be to eliminate capital
income from the tax base. Prepaid assets could be freely
converted to qualified assets to enable the individual to
average his tax base over time. An individual converting a
prepaid to a qualified asset would be able to take an
immediate tax deduction, but would become liable for taxes
upon withdrawal of principal and subsequent earnings from
the qualified account.ll/ If assets were initially defined
to be part of an individual's tax base, it would be neéeésary
to value them on the effective date. Individuals would have
an incentive to understate their initial asset positions.
Assets not initailly accounted for could be deposited in
qualified accounts in subsequent years, enabling an individual
to take a deduction against other income.

A Preliminary Transition Proposal

All assets would be defined initially as pfepaid
assets. For a period of 10 years, the existing income tax
would be maintained, and individuals would file returns for
both systems and would pay the higher of the two compﬁted
taxes. 12/ For most taxpayers, the cash flow tax would be
higher. However, for persons with large amounts of capital
income relative to labor income, the income tax would be

higher.
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The corporate profits tax would be retained throughout
the transition period. Theoretically, stockholders paying
the cash flow tax should receive their corporate earnings
gross of corporate tax during the interim period. However,
without full corporate integration, whereby all earnings
would be attributed to individual stockholders, it would be
practically impossible to determine what part of a corporation's
- earnings should be attributed to individuals paying the
consumption tax and what part, to individuals paying the
income tax. It is likely that ownership of corporate shares
would be concentrated among individuals who would be subject
to the income tax during the interim péfiod. For reasons of
simplicity, therefore, the corporate tax would be retained
for the transition period and would be eliminated immediatél&
afterward. 4

All sales of corporate stock purchased before the
beginning of the transition period, by individuals paying
under either tax base, would be subject to a capital gains
tax at the existing favorable rates. The reason for this
provision is that capital gains earned but not realized
before the interim period should be taxed as if they were

income realized at the effective date. ié/
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A recognition date would be required at the end of the
transition period to account for all remaining untaxed
capital gains. Under a fully operational cash flow tax
system, under which assets would be defined as prepaid and
no records of current and past corporate earnings and
profits would be kept, it would be impossible to distinguish
between distributions that were dividends out of current
" income and distributions that were return of accumulated
capital. The dividends would not be subject to taxkunder
the new law. Distributing past earnings would be a way of
returning to the individual his accumulated capital gains
tax free. In order tb‘eliminate the need for corporate
records for income tax purposes on the final day of the
transition period, it would be necessary to have a single
day of recognition for past gains. -

It would be possible to develop a method of final
capital gains tax assessed on the recognition date be paid
over a long period at a;low interest rate, to avoid forced
ligquidation of small firms with few owners.

The advantage of the transition proposal outlined here
are the following: 1. It would enable all of the simplifying
features of cash flow tax to be in full operation after 10

years, including elimination of required income tax records.
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2. It would allow consumption out of past accumulated
earnings to be exactly the same as it would have been under
the income tax during the first years after the effective
date. 3. It would provide for appropriate and consistent
taxation of income earned before éhe effeciive date. 4. By
gradual elimination of taxes on income earned from past
accumulated capital, this proposal would mitigate the redis-
tribution of wealth to current asset owners that would occur
after immediate full adoption of a cash flow tax. The major
disadvantages of this transition program are that it would
require a recognition date that would impose a large one-
time édministrative cost on the system, and it wouid require
some taxpayers to fill out two sets of tax forms for a
period of 10 years, a teﬁporary departure from the long-term
goal of low adminis%rative costs.

Alternative Transition Plans

One alternative plan would be to adopt the new tax
system’immediately, designatind all assets as prepaid,
without a recognition date to "flush out" past capital
gains. Although this plan would be the simplest one, it
would give too great an economic advantage to individuals
with unrealized capital gains and would cause too large a
transfer of future after-tax consumption to present asset

owners. -
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Another transition plan would be to adopt the cash flow
tax immediately and designate all assets as current income.
This would require valuing all wealth on the effective date
and imposition of an effective one-time wealth tax. Such an
approach would be harsh oﬁ older persons planning to live
off accumulated capital in the early years after the effec-
tive date.

A second, more complicated option would allow prepaid
treatment of assets but, in exchange for the elimination of
taxes on future capital inéome, would impose an initial
wealth tax related to an individual's personal circumstances.
For example, the initial tax could be based on age and
wealth, with higher rates for persons with more wealth and
lower rates for older people. 14/ Although it might provide
a Eransitioh program that appfoximates distributive neutrality,
such a plan would be even greater departure from the goal of
simplicity.

A third obtion would allow three types of assets:
prepaid, as defined above, qualified, as defined above, and
a Type 3, which would treat assets as defined under the
current system. In principle, we would like people to be
able to consume out of Type 3 assets tax free and to invest}
in prepaid and qualified assets only out of savings from

current income. In effect, this plan would initiate cash
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flow taxation on current earnings only and wquld treat éré—
effective date earnings exactly as they are treated under
the current system, including the same treatment of post-
effective date capital accumulation from pre-effective date
wealth. This plan would be extremely difficult to administer.
Not only would individuals have to keep books for three
types of assets, but also total annual wealth changes would
have to be measured (valuation of unsold assets would not be
a problem because even if too high a value were imputed,
raising both measured wealth and saving, consumption would
remain unchanged) in order to arrive at a measure of annual
consumption. Treatment of corporate income under this
system would also be complicated, because some investments
in corporate stock would come from all three types of assets.

Under this transition alternative, Type 3 assets would
be subject to a transfer tax and converted to prepaid assets
at death. Eventually, Type 3 assets would disappear from
the system, and the complete cash flow tax would be in
operation. Alternatively, all Type 3 assets could be
designated prepaid after a fixed number of years.

Although the three asset plan has the advantage of
treating owners of capital exactly as they would have been
treated under the income tax and changing the rules only for
new capital, 15/ its administrative complexity is so great

as to discourage serious consideration.



5-57

Footnotes

The exact change in the rate of tax on capital income
earned in corporations by different individuals will
depend on the fraction of corporate income currently
paid out in dividends, the current average holding
period of assets before realizing capital gains, and
the individual's tax brackets. While the current
corporate income tax does not distinguish between
owners in different tax brackets, integration, which
attributes all corporate earnings to the individual
owners would tax all earnings from corporate capital

at each individual owner's marginal tax rate.

The taxpayer can, in fact, avoid this problem by selling

his shares before the effective date at the current

"lower capital gains rate and then buying them back.

However, one other objective of transition rules,
discussed in the next section, should be to avoid
encouraging market transactions just prior to the

effective date.

For example, workers damaged by employment reductions

in industries with increasing imports due to trade
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liberalization are eligible for trade adjustment

assistance.

Note that is is not clear just what is meant by
an "existing asset"” in this context; a building is
greatly affected by, e.g., maintenance and improvement

expenditures over time.

The appropriate rule may be to allow no depreciation at

all.

Section 1231 property is generally certain property
used in the taxpayer's trade or business. If gains
exceed losses for a taxable year, the net gains

from section 1231 property are taxed at capital gains
rates; if losses from section 1231 property exceed

gains, the net losses are treated as ordinary losses.

In the case of a subchapter S corporation, the

~character of net capital gains flow through to the

shareholder. The character of tax-exempt interest

does not.
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Expenditures made pursuant to binding contracts
entered into before the effective date should also

be grandfathered.

The income tax computation assumes a full accretion
tax, under which all returns to capital are taxed as
accrued at full rates. Thus, the rate of accumulation
under the income tax would be cut in half. Under the
present law, taxation of capital gains is deferred
until realization and then taxed at only one-half the
regular rate. For ekample, if the asset is realized at
time 3, after-tax income would be $325. It should be
noted, however, that if‘the asset is corporate stock,
profits are taxed at a rate of 48 percent every year.
If the corporation is not reducing its tax base sub-
stantially through accelerated depreciation or the
investment tax credit, then, combining the corporate
and personal taxes, the capital income of the corporate
shareholder may be taxed under current law at an even

higher rate than the rate on ordinary income.

For example, if the before-tax interest rate were 10
percent, wealth would quadruple in 15 years. With the

50 percent tax rate used in Table 1, wealth holders
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would be better off under the consumption tax, even if
their assets were initially defined as income, if they
deferred consumption out of wealth for at least 15

years.

A wealthy person could appear to "shelter" his current
labor income by converting prepaid assets into qualified
assets, deducting the deposits in qualified assets from
current labor income. However, this practice would not
reduce the present value of his tax base, because he
wouid have to pay a tax on the principal and accumulated
interest whenever the qualified asset is liquidated for

consumption.

It is possible that only wealthy people should be
required to fill out an income tax return. The main
reason for retaining the income tax would be to tax
accumulated past capital for an interim period of time,

to mitigate the inequitable distribution effects of a

" transiotn to prepaid treatments of assets. It is

likely that only people with significant amounts of
past accumulated capital would have a higher liability
under the income tax. The requirement to file an

income tax return might be limited to taxpayers reporting
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an adjusted gross income above a certain minimum level
(for example, $20,000 or more) in any of several years

before the effective date.

13/ Technically speaking, individuals paying the cash flow
tax during the interim period shoﬁld not have to pay
capital gains tax between the first day of the interim
period and the time an asset is sold. One way to avoid
this would be to adjust the basis upwards to conform to
interest that would have been earned on a typical
investment after the beginning of the interim period.

By doing this, the present value of éapital gains tax
faid, for assets growing at that interest rate, would
be the same as if the gain were realized on the effective

date.

14/ Because the wealth of older persons would be subject to
the accessions tax sooner, it would not be necessary

for equity to tax ‘it on the effective date.

15/ The three asset plan can be viewed as a sophisticated

form of "gradfathering."





